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OATH OR AFFIRMATION

Robert Giambrone swear or affirm that to the best of

my knowledge and belief the accompanying financial statment and supporting schedules pertaining to the firm of

Keefe Bruyette Woods Inc as

of December 31 20_10 are true and correct further swear or affirm that

neither the company nor any partner proprietor principal officer or director has any proprietary interest in any account

classified solely as that of customer except as follows

This report contains check all applicable boxes

Facing Page

Statement of Financial Condition

Statement of Income Loss
Statement of Changes in Financial Condition

Statement of Changes in Stockholders Equity or Partners or Sole Proprietors Capital

Statement of Changes in Liabilities Subordinated to Claims of Creditors

Computation of Net Capital

Computation for Determination of Reserve Requirements Pursuant to Rule 5c3-3

Information Relating to the Possession or Control Requirements Under Rule 15c3-3

Reconciliation including appropriate explanation of the Computation of Net Capital Under Rule l5c3-l and the

Computation for Determination of the Reserve Requirements Under Exhibit of Rule 15c3-3

Reconciliation between the audited and unaudited Statements of Financial Condition with respect to methods of

consolidation

An Oath or Affirmation

copy of the SIPC Supplemental Report

report describing any material inadequacies found to exist or found to have existed since the date of the previous audit

__________ BENNET STEINBER Title

NOTARY PUBLIC STATE OF NEW YORK

NO 02ST5048838

Public
OJAIIF1ED IN NEW YORK COUNTY

MY SON EXPIRES SEPT 20_

For conditions of confidential treatment of certain portions of this filing see section 240.17a-5e3
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KPMG LLP

345 Park Avenue

New York NY 10154-0102

Report of Independent Registered Public Accounting Firm

The Board of Directors

Keefe Bruyette and Woods Inc

We have audited the accompanying statement of financial condition of Keefe Bruyette and Woods Inc

the Company as of December 31 2010 that the Company is filing pursuant to rule 7a-5 under the

Securities and Exchange Act of 1934 This statement of financial condition is the responsibility of the

Companys management Our responsibility is to express an opinion on this statement of financial

condition based on our audit

We conducted our audit in accordance with auditing standards generally accepted in the United States of

America Those standards require that we plan and perform the audit to obtain reasonable assurance about

whether the statement of financial condition is free of material misstatement An audit includes

consideration of internal control over financial reporting as basis for designing audit procedures that are

appropriate in the circumstances but not for the purpose of expressing an opinion on the effectiveness of

the Companys internal control over financial reporting Accordingly we express no such opinion An

audit of statement of financial condition also includes examining on test basis evidence supporting the

amounts and disclosures in that statement of financial condition assessing the accounting principles used

and significant estimates made by management as well as evaluating the overall statement of financial

condition presentation We believe that our audit of the statement of financial condition provides

reasonable basis for our opinion

In our opinion the statement of financial condition referred to above presents fairly in all material

respects the financial position of Keefe Bruyette and Woods Inc as of December 31 2010 in conformity

with U.S generally accepted accounting principles

LL7

February 25 2011

KPMG LLP Delaware hmted habWty partoershp

the U.S member hrm of KPMG Internatronal Cooperative

KPMG International Smrss enuty



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Statement of Financial Condition

December 31 2010

Dollars in thousands except per share information

Assets

Cash and cash equivalents
18696

Financial instruments owned at fair value

Equities
101814

Corporate and other debt 81793

Mortgage-backed securities 43232

U.S Government and agency securities 369

Other investments 2599

229807

Receivable from clearing broker 136062

Accounts receivable 20402

Income taxes receivable 1177

Fixed assets at cost less accumulated

depreciation and amortization of $28826 15875

Other assets 49625

Total assets 471644

Liabilities and Stockholders Equity

Liabilities

Financial instruments sold not yet purchased at fair value

Equites 72861

Corporate debt 5414

U.S Government and agency securities 12957

91232

Income taxes payable 10081

Accrued compensation and benefits 98758

Accounts payable accrued expenses and other liabilities 19805

Total liabilities 219876

Stockholders equity

Common stock $0.01 par value Authorized 10000 shares

issued and outstanding 100 shares

Retained earnings 251768

Total stockholders equity 251768

Total liabilities and stockholders equity 471644

See accompanying notes to statement of financial condition



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

Organization and Summary of Significant Accounting Policies

Organization and Basis ofPresentation

Keefe Bruyette Woods Inc the Company is principally broker-dealer in securities and

market-maker in certain financial services stocks and bonds and is subject to regulation and

oversight by the Securities and Exchange Commission SEC and the Financial Industry

Regulatory Authority F1NRA The Companys customers are predominantly institutional

investors including other brokers and dealers commercial banks asset managers and other financial

institutions The Company is wholly owned subsidiary of KBW Inc the Parent

Use of Estimates

The preparation of financial statements in conformity with U.S generally accepted accounting

principles requires management to make estimates and assumptions that affect the amounts reported

in the Companys financial statements and these footnotes including securities valuations

compensation accruals and other matters Management believes that the estimates used in preparing

the Companys financial statements are reasonable Actual results may differ from these estimates

Clearing Arrangement

The Company has an agreement with Pershing subsidiary of Bank of New York Mellon

Corporation whereby Pershing clears securities transactions for the Company carries customers

accounts on fully disclosed basis and prepares various records and reports

Cash and Cash Equivalents

Cash equivalents include investments with an original maturity of three months or less Due to the

short-term nature of these instruments carrying value approximates their fair value

Fair Value of Financial Instruments

The Company accounts for financial instruments that are being measured and reported on fair

value basis in accordance with Financial Accounting Standards Board FASB Accounting

Standards Codification ASC 820 Fair Value Measurements and Disclosures ASC 820 defines

fair value establishes framework for measuring fair value and requires enhanced disclosures about

fair value measurements ASC 820 defines fair value as the price that would be received to sell an

asset or paid to transfer liability in an ordinary transaction between current market participants at

the measurement date

Fair value is generally based on quoted market prices If quoted market prices are not available fair

value is determined based on other relevant factors including dealer price quotations price activity

for equivalent instruments and valuation pricing methods Among the factors considered by the

continued



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

Company in determining the fair value of financial instruments for which there are no current quoted

market prices are the credit spreads the terms and liquidity of the instrument the financial condition

operating results and credit ratings of the issuer or underlying company the quoted market price of

publicly traded securities with similar duration and yield assessing the underlying investments

market-based information such as comparable company transactions performance multiples and

changes in market outlook as well as other measurements Financial instruments owned and

financial instruments sold not yet purchased are stated at fair value with related changes in

unrealized appreciation or depreciation reflected in principal transactions net in the accompanying

consolidated statements of operations Financial assets and financial liabilities carried at contract

amounts may include receivables from clearing brokers securities purchased under resale

agreements short-term borrowings and securities sold under repurchase agreements See Note of

the Notes to Financial Statements for additional discussion of ASC 820

FixedAssets

Furniture and other equipment computer equipment and software are carried at cost and depreciated

on straight-line basis using estimated useful lives of the related assets generally two to five years

Leasehold improvements are amortized on straight-line basis over the lesser of the economic useful

life of the improvement or the term of the respective leases

Income Taxes

Deferred tax assets and liabilities are recognized for the future tax effect of differences between the

financial statement carrying amounts of existing assets and liabilities and their respective tax bases

Deferred tax assets and liabilities are measured using enacted tax rates The effect on deferred tax

assets and liabilities of change in tax rates is recognized in earnings in the period that includes the

enactment date In the event it is more likely than not that deferred tax asset will not be realized

valuation allowance will be recorded

The Company applies ASC 740 Income Taxes which prescribes single comprehensive model for

how company should recognize measure present and disclose in its financial statements uncertain

tax positions that the company has taken or expects to take on its tax returns Income tax expense is

based on pre-tax accounting income including adjustments made for the recognition or

derecognition related to uncertain tax positions The recognition or derecognition of income tax

expense related to uncertain tax positions is determined as prescribed by ASC 740

Financial Instruments

The Company accounts for fmancial instruments that are being measured and reported on fair value

basis in accordance with ASC 820 This includes those items currently reported in financial instruments

owned at fair value and financial instruments sold not yet purchased at fair value on the statement of

financial condition

continued



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

As defined in ASC 820 fair value is the price that would be received to sell an asset or paid to transfer

liability in an orderly transaction between market participants at the measurement date In determining

fair value the Company uses various methods primarily market and income approaches Based on these

approaches the Company utilizes assumptions that market participants would use in pricing the asset or

liability including assumptions about risk and/or the risks inherent in the inputs to the valuation

technique These inputs can be readily observable market corroborated or generally unobservable firm

inputs The Company utilizes valuation techniques that maximize the use of observable inputs and

minimize the use of unobservable inputs Based on the observability of the inputs used in the valuation

techniques the Company is required to provide the information set forth below according to the fair

value hierarchy The fair value hierarchy ranks the quality and reliability of the information used to

determine fair values Financial instrument assets and liabilities carried at fair value have been

classified and disclosed in one of the following three categories

Level Quoted market prices in active markets for identical assets or liabilities

Level Observable market based inputs or unobservable inputs that are corroborated by

market data

Level Unobservable inputs that are not corroborated by market data

Level primarily consists of financial instruments whose value is based on quoted market prices such

as listed equities equity options and warrants and preferred stock This category also may include U.S

Government and agency securities for which the Company typically receives independent external

valuation information There were no transfers in or out of Level in 2010

Level includes those financial instruments that are valued using multiple valuation techniques

primarily the market and income approaches The valuation methodologies utilized are calibrated to

observable market inputs The Company considers recently executed transactions market price

quotations and various assumptions including credit spreads the terms and liquidity of the instrument

the financial condition operating results and credit ratings of the issuer or underlying company the

quoted market price of publicly traded securities with similar duration and yield time value yield curve

as well as other measurements In order to be classified as Level substantially all of these assumptions

would need to be observable in the marketplace or can be derived from observable data or supported by

observable levels at which transactions are executed in the marketplace Financial instruments in this

category include certain corporate debt rated collateralized debt obligations CDOs primarily

collateralized by banking and insurance company trust preferred and capital securities certain

convertible preferred stock convertible debt and residential mortgage-backed securities There were no

transfers in or out of Level in 2010

Fair value of corporate debt certain convertible preferred stock convertible debt and residential

mortgage-backed securities classified as Level was determined by using quoted market prices broker

continued



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

or dealer quotes or alternate pricing sources with reasonable levels of price transparency Fair value of

CDOs primarily collateralized by banking and insurance company trust preferred and capital securities

was determined primarily by considering recently executed transactions and certain assumptions

including the financial condition operating results and credit ratings of the issuer or underlying

companies

Level is comprised of financial instruments whose fair value is estimated based on multiple valuation

techniques primarily market and income approaches The valuation methodologies utilized may include

significant inputs that are unobservable from objective sources The Company considers various market

inputs and assumptions such as recently executed transactions market price quotations discount

margins market spreads applied the terms and liquidity of the instrument the financial condition

operating results and credit ratings of the issuer or underlying company the quoted market price of

publicly traded securities with similar duration and yield time value yield curve default rates as well

as other measurements Included in this category are certain corporate and other debt private equity

securities and other investments including limited partnership interests

Fair value of private equity securities was determined by assessing market-based information such as

performance multiples comparable company transactions and changes in market outlook Private equity

securities generally trade infrequently

The Company utilizes practical expedient as the basis to measure the fair value of certain entities that

calculate net asset value per share or equivalent The fair value of limited partnership interests as of

December 31 2010 was $2599 determined by using net asset values or capital statements provided by

the general partner updated for capital contributions and distributions and changes in market conditions

up to the reporting date Unfunded commitments as of December 31 2010 were $2250 These entities

invest primarily in domestic public and private companies operating in the financial services sector

These investments generally cannot be redeemed unless approved by the general partners Upon

liquidation of the underlying investments prior to the life expectancy maturity of the funds

management of the funds can elect to make distributions to the limited partners The time horizon for

such distributions is at the discretion of the general partners but should not exceed the time horizon of

the funds life expectancy It is estimated that these investments would be liquidated approximately ten

years following the initial investment date some with options to extend for up to two year period

ranging from 2017 2019 Additional expenses such as legal and administrative associated with the

final liquidation can be incurred Therefore it is possible that upon final liquidation of the investments

the final funds distributed could be different from the estimated value of the investment However

these differences are not expected to be material

In determining the appropriate levels the Company performed detailed analysis of the assets and

liabilities that are subject to ASC 820 At each reporting period all assets and liabilities for which the

fair value measurement is based on significant unobservable inputs are classified as Level

continued



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

Assets at Fair Value as of December 31 2010

Financial instruments owned at fair value

Equities

Corporate and other debt

Corporate debt

CDOs

Total corporate and other debt

Mortgage-backed securities residential

U.S Government and agency securities

Other investmentsW

Total non-derivative trading assets

Equity options/warrants

Total financial instruments owned

Consists of limited partnership interests

Level Level Level Total

83831 18 15846 99695

74246

__________
5310

2236 79556

43232

369 369

2599 2599

86436 122806 18446 227688

2119 2119

88555 122806 18446 229807

Liabilities at Fair Value as of December 31 2010

71975 71975

5414 5414

12957 12957

84932 5414 90346

886 886

85818 5414 91232

The non-derivative trading assets/liabilities categories were reported in financial instruments owned at

fair value and financial instruments sold not yet purchased at fair value on the Companys statement of

financial condition

The derivative financial instruments are reported on gross basis by level The Companys derivative

activities included in financial instruments owned and financial instruments sold not yet purchased

consist of writing and purchasing listed equity options and warrants The fair value of these individual

derivative contracts were reported gross in their respective levels based on the fair value hierarchy

2236 76482

5311

81793

43232

Financial instruments sold not yet

purchased at fair value

Equities

Corporate debt

US Government and agency securities

Total non-derivative trading liabiilties

Equity options/warrants

Total financial instruments sold not yet purchased

Level Level Level Total

continued



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

The following table provides reconciliation of the beginning and ending balances for the non-derivative

trading assets measured at fair value using significant unobservable inputs Level for the year ended

December 31 2010

Level Financial Assets

Changes in

unrealized gains and

Total gains losses included in

and losses earnings related to

Balance as of realized and Purchases Transfers in Balance as of assets still held at

December 31 2009 unrealized sales net out of Level December 31 2010 reporting date

$9916 $1435 $7365 $- $15846 $1435

1052 47 1500 2599 46

$10969 $1390 $8867 $- $18446 $1391

Total gains and losses represent the total gains and/or losses realized and unrealized recorded for the

Level assets and are reported in principal transactions net in the accompanying statement of income

Additionally the change in the unrealized gains and losses are often offset by realized gains and losses

during the period

Purchases/sales represent the net amount of Level assets that were either purchased or sold during the

period The amounts were recorded on the transaction dates at the transaction amounts

Transfers inlout of Level represent existing financial assets that were previously categorized at

higher/lower level Transfers out of Level result from changes in the observability of inputs used in

determining fair values for different types of financial assets Transfers are reported at their fair value as

of the beginning of the month in which such changes in the fair value inputs occurs There were no

transfers inlout of Level in 2010

The amount of unrealized gains and losses included in earnings attributable to the change in unrealized

gains and losses relating to Level assets still held at the end of the period were reported in principal

transactions net in the accompanying statement of income The change in unrealized gains and losses

were often offset at least in part by realized gains and losses during the period

Equities

CDOs

Other investments

Total Level financial assets

continued



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

Fixed Assets

Fixed assets consisted of the following as of December 31 2010

Leasehold improvements 22109

Furniture and other equipment 10775

Computer equipment and software 11817

Total 44701

Less accumulated depreciation and amortization 28826

Total fixed assets net 15875

Depreciation and amortization expense for the years ended December 31 2010 aggregated $4510

Related Party Transactions

The amount receivable from affiliates of the Company was $7776 as of December 31 2010 which was

included in other assets

Income Taxes

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and

deferred tax liabilities as of December 31 2010 are as follows

Deferred tax assets

Employee compensation and benefits 17482

Financial instruments owned at fair value 2389
Benefit from uncertain tax positions 1004

Other 693

Total deferred tax assets 21568

Deferred tax liabilities

Accumulated depreciation and amortization of

furniture equipment and leasehold improvements 805

Total deferred tax liabilities 805
Net deferred tax assets 20763

continued



KEEFE BRUYETTE WOODS INC
Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

Management believes that realization of the deferred tax asset is more likely than not based upon prior

years taxable income the reversal of taxable temporary differences and anticipated future taxable income

There were no valuation allowances recorded against deferred tax assets at December 31 2010

The Company had net unrecognized tax benefits including interest of approximately $6729 as of

December 31 2010 all of which if recognized would affect the rate The gross unrecognized tax benefits

excluding interest and penalties consist of the following components

Amount

BalanceasofJanuaryl2010 7295

Additions based upon current

year tax positions 1228

Additions for prior years

tax positions
768

Reduction for prior years

tax positions 1865
Settlements 1195
Balance as of December 31 2010 6231

The Company files consolidated tax return with its parent
in the U.S federal jurisdiction and both

combined and separate returns in various state and local jurisdictions For federal tax purposes years

beginning after 2005 are still open to examination The federal return is currently under examination for

the 2006-2008 tax years For state and local purposes years beginning after 2006 are still open to

examination in all state and local jurisdictions except New York State and New York City The New York

State returns are open for tax years after 2007 The New York City tax returns are currently under

examination for the 2004-2007 tax years Further it is not anticipated that the unrecognized tax benefits

will significantly change over the next twelve months

Net Capital Requirement

The Company is registered broker-dealer that is subject to the Uniform Net Capital Rule SEC
Rule 15c3-1 or the Net Capital Rule administered by the SEC and F1INRA Rule 15c3-1 requires the

maintenance of minimum net capital and requires that the ratios of aggregate indebtedness to net capital

both as defined shall not exceed fifteen to one These rules also provide that equity capital may not be

withdrawn or cash dividends paid if certain minimum capital requirements are not met

At December 31 2010 the Companys regulatory net capital and excess net capital were $115529 and

$106979 respectively

10

continued



KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

Commitments and Contingencies

Leases

The Company leases its headquarters and other office locations under non-cancelable lease

agreements which expire between 2011 and 2016 Such agreements contain escalation clauses and

provide that certain operating costs be paid by the Company in addition to the minimumrentals As

part of lease agreement the Company provided letter of credit in the amount of $3363

Future minimum lease payments as of December 31 2010 are as follows

Lease

payments

Year

2011 13584

2012 13583

2013 13399

2014 12813

2015 11090

Thereafter 7877

72346

Litigation

In the ordinary course of business the Company may be defendant or co-defendant in legal actions

At December 31 2010 the Company believes based on currently available information that the

results of such proceedings in the aggregate will not have material adverse effect on the

Companys financial condition The results of such proceedings could be material to the Companys

operating results for any particular period depending in part upon additional developments

affecting such matters and the operating results for such period Legal reserves have been established

in accordance with ASC 450 Contingencies Once established reserves are adjusted when there is

more information available or when an event occurs requiring change

On January 12 2009 Frederick Grede as Liquidation Trustee and Representative of the Estate of

Sentinel Management Group Inc filed lawsuit in the United States District Court for the Northern

District of Illinois against the Company and against Delores Rodriguez Barry Mohr Jr and

Jacques De Saint Phalle all former employees of The Company and Cohen Company Securities

LLC Ms Rodriguez and Mr Mohr were employed by Cohen Company subsequent to being

employed by The Company and the complaint relates to activities by them at both The Company and

their subsequent employer

11
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KEEFE BRUYETTE WOODS INC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

The complaint alleges that The Company recommended and sold to Sentinel Management Group

structured finance products that were unsuitable for purchase The complaint alleges the following

causes of action against The Company aiding and abetting breach of fiduciary duty by an officer

and director of Sentinel commercial bribery violations of federal and state securities laws violation

of the Illinois Consumer Fraud Act negligence unjust enrichment and avoidance and recovery of

fraudulent transfers The complaint specifies that Sentinel sustained loss associated with the sale

of securities sold by The Company of $4920 and interrogatory responses from the Trustee in

discovery now contend that Sentinel lost $5629 however various causes of action in the complaint

seek to recover amounts substantially in excess of that amount up to an amount in excess of

$130000 representing amounts paid for all securities purchased from The Company regardless of

suitability or whether there were losses on these securities The Company believes the claims are

without merit and will defend these claims vigorously On April 2009 The Company filed

Motion to Dismiss the Complaint On July 29 2009 the court denied most of the relief sought in

The Companys Motion to Dismiss though it dismissed the Illinois Consumer Fraud Act claim and

granted The Companys motion to sever the Trustees case against The Company from the case

against Cohen On October 29 2010 the Company served the Trustee with Motion for Summary

Judgment on Count VIII of the Complaint On December 29 2010 the Court granted joint motion

by the Company and Trustee to stay the case for ninety days

On August 26 2009 The Company filed Third-Party Complaint against Eric Bloom the former

President and CEO of Sentinel and Charles Mosley the former Senior Vice President and head

trader of Sentinel alleging fraud and seeking contribution for any damages for which the Company

is held liable to the Trustee The court stayed and severed this Third-Party Complaint on October

2009

On May 21 2009 the Trustee filed an additional complaint in the same court and against the same

parties the Second Complaint The Trustee claimed to be acting in the Second Complaint in his

capacity as liquidation trustee and as an assignee of claims of Sentinels customers The Second

Complaint makes substantially the same allegations as the complaint described above The

Company believes the claims in the Second Complaint are also without merit and will defend these

claims vigorously On July 28 2009 in Grede Bank of New York Mellon et al filed in the same

court in which the Trustee alleged similar customer claims as an assignee the court dismissed the

Trustees claims due to lack of standing The Trustee has appealed the courts dismissal of Grede

Bank of New York Mellon and on August 19 2009 the court stayed the Second Complaint while

the Trustees appeal in Grede Bank of New York Mellon is pending On March 18 2010 the

Seventh Circuit reversed the district court holding that the Trustee had standing to pursue the

assigned customer claims against the Bank of New York Mellon Currently the Second Complaint

remains stayed

12

continued



KEEFE BRUYETTE WOODS IINC

Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

In vestment Commitments

As of December 31 2010 the Company had approximately $2250 in outstanding conmitments for

additional funding to limited partnership investment

Financial Instruments with Off-Balance-Sheet Risk

In the normal course of its principal trading activities the Company enters into transactions in financial

instruments with off-balance-sheet risk These financial instruments such as options warrants and

mortgage-backed to-be-announced TBA securities contain off-balance-sheet risk inasmuch as ultimate

settlement of these transactions may have market andlor credit risk in excess of amounts which are

recognized in the financial statements Transactions in listed options and warrants are conducted through

regulated exchanges which clear and guarantee performance of counterparties

Also in connection with its proprietary trading activities the Company has sold securities that it does not

currently own and will therefore be obligated to purchase such securities at future date The Company

has recorded this obligation in the financial statements at market values of the related securities and will

incur trading loss if the market value of the securities increases subsequent to the financial statement

date

Broker-Dealer Activities

The Company clears securities transactions on behalf of customers through its clearing broker In

connection with these activities customers unsettled trades may expose the Company to

off-balance-sheet credit risk in the event customers are unable to fulfill their contracted obligations

The Company seeks to control the risk associated with its customer activities by monitoring the

creditworthiness of its customers

Derivative Financial Instruments

The Companys derivative activities consist of writing and purchasing listed equity options and

warrants and from time to time futures on interest rate currency and equity products and mortgage-

backed TBA securities for trading for our own account Options and warrants are included in

financial instruments owned at fair value and financial instruments sold not yet purchased at fair

value in the accompanying statement of financial condition See also Note of the Notes to

Financial Statements for additional details As writer of options the Company receives cash

premium at the beginning of the contract period and bears the risk of unfavorable changes in the

value of the financial instruments underlying the options Options written do not expose the

Company to credit risk since they obligate the Company not its counterparty to perform

In order to measure derivative activity notional or contract amounts are frequently utilized Notional

contract amounts which are not included on the statement of financial condition are used as basis

to calculate contractual cash flows to be exchanged and generally are not actually paid or received

13
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KEEFE BRUYETTE WOODS INC
Wholly Owned Subsidiary of KBW Inc

Notes to Statement of Financial Condition

December 31 2010

Dollars in thousands

summary of the Companys listed options warrants and TBA securities is as follows

Current Average End of

Notional Fair Period

Value Value Fair Value

December 31 2010

Purchased options/warrants 27055 5336 2119

Written options 8015 1756 886

Short agency mortgage-backed TBA securities 31000 19 185

Concentrations of Credit Risk

As securities broker and dealer the Company is engaged in various securities trading and brokerage

activities servicing primarily domestic and foreign institutional investors and to lesser extent individual

investors Nearly all of the Companys transactions are executed with and on behalf of institutional

investors including other brokers and dealers commercial banks mutual funds and other financial

institutions The Companys exposure to credit risk associated with the nonperformance of these customers

in fulfilling their contractual obligations pursuant to securities transactions can be directly impacted by

volatile securities markets

substantial portion of the Companys marketable securities are common stock and debt of financial

institutions The credit andlor market risk associated with these holdings can be directly impacted by

factors that affect this industry such as volatile equity and credit markets and actions of regulatory

authorities

10 Employee Profit-Sharing and Retirement Plan

The Company has defined contribution profit-sharing and retirement plan the Plan in which all

employees are entitled to participate based upon certain eligibility requirements The Plan also contains

401k portion covering substantially all employees Employees are permitted within limitations imposed

by tax law to make pre-tax contributions to the 401k portion The Companys contribution to the 401k
portion of the Plan is determined based on 3% of employees eligible compensation

11 Stock-Based and Other Incentive Compensation

Stock-Based Compensation

The Parent accounts for stock-based compensation in accordance with ASC 718 Stock Compensation

requires measurement of compensation cost for equity-based awards at the grant date fair value and

recognition of compensation cost over the requisite service period The Parent allocates the applicable

compensation expense to the Company
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Dollars in thousands

Long Term Incentive Program

In 2010 the Parent approved awards under Long Term Incentive Program the LTIP to three members

of senior management which awards will provide for payments of such amounts pursuant to such terms

and conditions as the Parent shall determine The LTIP awards have established performance cycles and

amounts payable based on achieving specific performance criteria during the performance cycle

12 Recent Accounting Developments

In January 2010 FASB issued ASU No 20 10-06 Fair Value Measurements and Disclosures Topic 820

Improving Disclosures about Fair Value Measurements ASU No 20 10-06 requires additional fair value

measurement disclosure requirements and clarifies certain existing disclosure requirements The additional

disclosures include significant transfers in and out of Level and Level fair value measurements and

reasons for the transfers and activity in Level fair value measurements ASU No 2010-06 is effective

for interim and annual periods beginning after December 15 2009 except for the disclosures on the

activity in Level fair value measurements which is effective for interim and annual periods beginning

after December 15 2010 In January 2010 the Company adopted ASU No 2010-06 except for the

disclosure requirements related to the activity in Level fair value measurements which was adopted in

January 2011

13 Subsequent Events

The Company has evaluated subsequent events through the date the accompanying financial statements

were issued which was February 25 2011
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Report of Independent Registered Public Accountants on Internal Control

Required by SEC Rule 17a-5g1

Board of Directors

Keefe Bruyette Woods Inc

In planning and performing our audit of the financial statements of Keefe Bruyette Woods Inc

the Company as of and for the year ended December 31 2010 in accordance with auditing standards

generally accepted in the United States of America we considered the Companys internal control over

financial reporting internal control as basis for designing our auditing procedures for the purpose of

expressing our opinion on the financial statements but not for the purpose of expressing an opinion on the

effectiveness of the Companys internal control Accordingly we do not express an opinion on the

effectiveness of the Companys internal control

Also as required by Rule 7a-5g of the Securities and Exchange Commission SEC we have made

study of the practices and procedures followed by the Company including consideration of control

activities for safeguarding securities This study included tests of such practices and procedures that we

considered relevant to the objectives stated in Rule 17a-5g in making the periodic computations of

aggregate indebtedness and net capital under Rule 17a-3al and for determining compliance with the

exemptive provisions of Rule 15c3-3 Because the Company does not carry
securities accounts for

customers or perform custodial functions relating to customer securities we did not review the practices

and procedures followed by the Company in any of the following

Making quarterly securities examinations counts verifications and comparisons and recordation of

differences required by Rule 17a-13

Complying with the requirements for prompt payment for securities under Section of Federal

Reserve Regulation of the Board of Governors of the Federal Reserve System

The management of the Company is responsible for establishing and maintaining internal control and the

practices and procedures referred to in the preceding paragraph In fulfilling this responsibility estimates

and judgments by management are required to assess the expected benefits and related costs of controls

and of the practices and procedures referred to in the preceding paragraph and to assess whether those

practices and procedures can be expected to achieve the SECs above-mentioned objectives Two of the

objectives of internal control and the practices and procedures are to provide management with reasonable

but not absolute assurance that assets for which the Company has responsibility are safeguarded against

loss from unauthorized use or disposition and that transactions are executed in accordance with

managements authorization and recorded properly to permit the preparation of financial statements in

conformity with U.S generally accepted accounting principles Rule 17a-5g lists additional objectives of

the practices and procedures listed in the preceding paragraph

Because of inherent limitations in internal control and the practices and procedures referred to above error

or fraud may occur and not be detected Also projection of any evaluation of them to future periods is
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subject to the risk that they may become inadequate because of changes in conditions or that the

effectiveness of their design and operation may deteriorate

deficiency in internal control exists when the design or operation of control does not allow

management or employees in the normal course of performing their assigned functions to prevent or

detect misstatements on timely basis significant deficiency is deficiency or combination of

deficiencies in internal control that is less severe than material weakness yet important enough to merit

attention by those charged with governance

material weakness is deficiency or combination of deficiencies in internal control such that there is

reasonable possibility that material misstatement of the companys financial statements will not be

prevented or detected and corrected on timely basis

Our consideration of internal control was for the limited purpose described in the first and second

paragraphs and would not necessarily identify all deficiencies in internal control that might be material

weaknesses We did not identify any deficiencies in internal control and control activities for safeguarding

securities that we consider to be material weaknesses as defined above

We understand that practices and procedures that accomplish the objectives referred to in the second

paragraph of this report are considered by the SEC to be adequate for its purposes in accordance with the

Securities Exchange Act of 1934 and related regulations and that practices and procedures that do not

accomplish such objectives in all material respects indicate material inadequacy for such purposes Based

on this understanding and on our study we believe that the Companys practices and procedures as

described in the second paragraph of this report were adequate at December 31 2010 to meet the SECs

objectives

This report is intended solely for the information and use of the Board of Directors management the SEC
Financial Industry Regulatory Authority Inc and other regulatory agencies that rely on

Rule 17a-5g under the Securities Exchange Act of 1934 in their regulation of registered brokers and

dealers and is not intended to be and should not be used by anyone other than these specified parties

LCP

February 25 2011


